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Income-tax Department
Edited by Stephen G. Rusk

The subject of tax reduction has been so much discussed in the past year
that it is probable that everyone is expecting that his taxes for the year
1925 will be greatly reduced. If the 1925 returns are made out according to
the law that is yet to be enacted, it will mean that congress will have to break
all its records for speed and enact the law by the middle of February, and even
then a great deal of speed will be necessary in getting out the regulations and
tax-return blanks if they are to be available before March 15th.
One can imagine the impatience there will be if the senate takes as much
time as it ordinarily does in deliberating upon the new law. Fortunately there
seems to be little opposition to the bill passed by the house of representatives
and it is probable that little opposition will be met in the senate. As the bill
seemed quite comprehensive and well thought out when it reached the senate,
there may be little delay in reaching the final stages of the enactment.
It has been pointed out to us that if the new law is not passed in time for
taxpayers to make their returns in accordance with its provisions, the 1925
returns will have to be made up under the provisions of the act of 1924, and
the first instalment of tax will be paid in accordance with the 1924 law; but
that adjustment of the returns will be made before the June 15th instalment
is due and that the later payment will be adjusted so that the taxes finally paid
will be in accordance with the new law.
One must admire the effective way in which the recommendations of
the American Institute of Accountants were made to the ways and means
committee of the house of representatives by Edward E. Gore with the assist
ance of Lewis G. Fisher. The comment of the chairman of the committee at
the close of the hearing contained a well merited compliment for the “orderly
way” in which the suggestions were presented.
For those subscribers who are not members or associates of the American
Institute of Accountants, it may be well to state that the Institute made the
following suggestions:
That the jurisdiction of the United States board of tax appeals be extended
to cover not only the act of 1924 but any other act where the statute
of limitations does not operate to estop consideration of the questions
at issue;
That section 900 of the act be amended in such a manner as to place the
burden of proof upon the commissioner rather than upon the taxpayer
in cases appealed to the board of tax appeals;
That the section be amended to require the commissioner to file with the
board of tax appeals notice of acquiescence or non-acquiescence with
its decisions within 60-days after the decisions are announced;
That there should be built up a line of precedents by the board of tax
appeals that can be depended upon by the taxpayers for their guidance;
That the law be amended to permit corporations and partnerships to
deduct donations to the same extent as is permitted to individual tax
payers;
That section 221 be amended so that there would be required no with
holding and no payments of tax at the source;
That the law be made specific in permitting a taxpayer to file a tentative
return on the seventy-fifth day after the close of a year, and a final
return within one hundred and fifty days after the close;
That a proper provision be enacted with respect to return of income on
instalment sales, as the commissioner’s rulings with respect thereto
have been held to have no legal warrant in the laws heretofore enacted.
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These suggestions were presented in an admirably clear and concise manner;
they were explained and discussed at the hearing and potent reasons were
given as to their desirability, and we shall soon see to what extent congress will
be able to adopt them.
Last month comments were made at some length upon the board of tax
appeals’ decision in the Guaranty Construction case that surplus at the be
ginning of any taxable year may not be reduced in computing invested capital
on account of taxes payable within the year upon income of the preceding year.
In its explanation, the board stated among other things:
“As annual expenses they constitute for accounting purposes charges
against the earnings of the year in which they become due and payable.”
The supreme court of the United States rendered a decision on January 4th
of this year that is in opposition to that of the board just quoted. The case
on which the court made this decision is the United States v. The Yale & Towne
Manufacturing Company.
The language of the court that appears to convey a conclusion opposite
to that of the board is, in part, as follows:
“In a technical or legal sense it may be argued that a tax does not
accrue until it has been assessed or become due; but it is also true that
in advance of the assessment of a tax all the events may occur which fix
the amount of the tax and determine the liability of the taxpayer to pay it.
In this respect, for purposes of accounting and of ascertaining true income
for a given accounting period the munitions tax here in question did not
stand on any different footing than other accrued expenses on the tax
payer’s books. In the economic and bookkeeping sense . . . the taxes
had accrued.”

A digest of the ruling is quoted as follows:
“Munitions taxes paid in 1917 for the year 1916 by a taxpayer keeping
its books on the accrual basis and accrued on the books of the taxpayer
for 1916, were held to be deductible on the income-tax return for 1916
since the taxpayer’s true income for 1916 could not have been determined
without deducting such taxes and in an economic and bookkeeping sense
such taxes accrued in 1916.”
In view of this decision it seems highly probable that the commissioner will
raise the question as to all taxes based on invested capital, and where he is not
estopped by the statute of limitations, as to whether or not a deficiency in
tax has been caused by his deducting from invested capital at the beginning
of a taxable year the income and profits taxes computed on the income of the
preceding year and paid in the subsequent year.
This decision affects only taxpayers keeping their accounts and making their
returns on the so-called “accrual basis.”
SUMMARY OF RECENT RULINGS
An entity operating a business and submitting corporate returns for years
may not recover taxes paid on the claim that its operations were conducted
by a partnership of which the stockholders were members. (U. S. District
court, W. D. of Pennsylvania, McDonald Coal Co. v. Heiner, collector.')
No actual cash or tangible property of cash value and no surplus being
invested or used in a corporation’s business, and all profits arising from com
missions at once distributed, it should be taxed under the 1917 act as having
only a nominal value. (U. S. district court, S. D. of Ohio, W. D., Gus Sun
Booking Exchange v. Deane, collector.)
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Where the lessee guaranteed certain dividends on lessor’s stock and instead
of paying the rental to lessor it paid direct to the latter’s stockholders (aside
from itself) a proportionate amount of such rentals, such payments were taxa
ble income to the lessor. (Court of claims of the United States, American
Telegraph & Cable Co. v. United States.
Owning stock, receiving and distributing dividends, endorsing notes of
subsidiary companies and purchasing bonds for retirement or sinking-fund
purposes, do not render a holding company liable to tax as doing business.
(Circuit court of appeals for third district, International Salt Co. v. Phillips,
collector.)
A husband’s assignment of half his share of a partnership income did not
relieve him from liability for income tax on the entire share. (U. S. district
court, New York, Ormsby McKnight Mitchell v. Bowers, collector.)
A widower, living at a hotel because of the demands of his profession, was
held entitled to exemption as head of a family, whose daughter between 18 and
21, dependent upon him, lived with his sister when not away at school. (U. S.
district court, N. D. of Texas, L. Mackechney v. United States.
Land was held not to be subject to amortization but the allowance for
amortization of war facilities in 1918 . . . may not be reduced to the extent
of depreciation allowed on amortized property in years subsequent to 1918.
(B. T. A. decision 956, docket 1142, Walcot Lathe Company.)
A false and fraudulent return was made where taxpayer transferred part of
his withdrawn salary to his wife, made adjustment therefor on the books of
the corporation and returned only the balance. (B. T. A. decision 957, docket
1709, Fred Ascher.)
Contributions made to a certain farm bureau, the taxpayer’s purpose being
to advertise itself, were held to be deductible. (B. T. A. decision 959, docket
3373.)
Reserves set up for taxes disallowed as deductions. (B. T. A. decision 974,
docket 3033, W. S. Young Co.). (See supreme court decision in Yale & Towne
Co. case for contra view.—Ed.)
The amounts alleged as maintenance expense of an automobile used in
business must be established. (B. T. A. decision 982, docket 2425, R. G. Hub
bard.)
A taxpayer is taxable only on the amount of salary actually received in 1922,
where the corporation was without funds to pay a larger amount accrued
therefor on its own books. (B. T. A. decision 992, docket 2395, Harry W.
Gilson.)
Insurance taken out by a decedent husband payable to his estate, passing
under the Tennessee laws, is not included in gross estate by section 402 (f)
act of 1921. (B. T. A. decision 1014, docket 4716, Executrices of estate of
C. E. Lucky.)
The burden of proof to show that an assessment has been barred by the
statute of limitations is on the taxpayer. (B. T. A. decision 1029, docket
3961, Edward H. Lawrence.)
A cost inventory may not be reduced by a straight percentage on account
of shop-worn and out-of-style goods. (B. T. A. decision 1037, docket 2400,
Orents Department Stores, Inc.)
An attorney’s fee, measured by the extent of the benefit of his services, was
held deductible as a partnership expense. (B. T. A. decision 1043, docket
3545, Henry Tarr & Haas.)
The amount distributed as dividends during the year may be deducted from
invested capital only to the extent by which it exceeds the year’s earnings to
the dividend rate. (B. T. A. decision 1054, docket 3580, Watsontown Brick
Co.)
The acceptance or rejection of amended returns is a matter of administrative
policy of the bureau and beyond the board’s jurisdiction. (B. T. A. decision
1062, docket 3519, Kunkel & Co., Inc.)
Dividends declared after the first sixty days of a given year reduce invested
capital for that year only to the extent that the dividends exceed the earnings
of that year without considering a so-called “tentative tax’’ for that year.
(B. T. A. decision 1071, docket 2832, Rhode Island Tool Co.)
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A retroactive appraisal based upon subsequent earnings was insufficient to
show for invested-capital purposes that the actual cash value of the tangibles
at the time paid in was clearly and substantially in excess of the stock issued
therefor. (B. T. A. decision 1078, docket 2086, Sphar Brick Co.)

TREASURY RULINGS
(T. D. 3760, October 10, 1925)
Article 109: Rentals.
(Also section 214 (a) 8, article 164.)
Charging off cost or 1913 value of a lease.—Treasury decision 3414
amended.
Treasury decision 3414 (C. B. I-2, 90) is hereby amended to read as follows:
A lessee is entitled under the revenue acts of 1916, 1917, 1918, and 1921 to
an allowance for the exhaustion of a lease used in trade or business based on
the value of the lease as of March 1, 1913, if acquired prior thereto. In the
case of a lease acquired by purchase subsequent to March 1, 1913, for use in
trade or business, the purchaser may take as a deduction in his return an
aliquot part of the amount paid for the lease based on the number of years the
lease has to run.
Section 214 (a) 8—Deductions allowed: depreciation
Article 164: Capital sum recoverable through depreciation allowances.
Charging off cost or 1913 value of a lease acquired prior to 1913 (See T. D.
760.)
(T. D. 3771, November 13, 1925)
Section 700 (a) (I), Regulations 64 (1924), Article 14: Computation of tax.
Capital-stock tax—fair average value.—Articles 14 and 15 of
regulations 64 (1924 edition) amended.
Articles 14 ... of regulations 64 (1924 edition) are hereby amended so as
to read as follows:
Art. 14. Computation of tax.—The tax is imposed at the rate of $1 for each
full $1,000 of the fair average value of the capital stock of the corporation for
the preceding year ended June 30th, in excess of the prescribed deduction of
$5,000. In making the estimate of value authorized by the law the surplus
and undivided profits shall be included.
The use of the expression “fair average value of the capital stock” mani
fests an intent to prescribe an equitable basis for assessment of the tax. “ Fair ”
means just. “Average” indicates apportionment. Both of these elements
will be given consideration. The law clearly implies that discretion must be
exercised in fixing values, to the end that the burden imposed will fall with
measurable equality upon all corporations liable for the tax.
The tax is measured by the fair average value of the capital stock of the
corporation for the year ending June 30th preceding the taxable period. A cor
poration in existence less than a year on July 1st of the taxable period will be
permitted to consider values only during that portion of the year it was in
existence.
Where no material change occurred in the outstanding capital stock or in
the fair value thereof during the year preceding the taxable period, the state
ment of assets and liabilities as of the close of the corporation’s latest fiscal
year, when properly reconstructed, usually will give due effect to the term
“fair average value.” However, if a material increase or decrease occurred
it will be necessary for the corporation to submit a detailed statement showing
the changes, dates of occurrence, as well as the effect such changes had upon
the fair average value of its capital stock for the entire annual period.
Under exhibit B of the return the market value of the shares will be com
puted so as to give effect to the average number of shares outstanding during
the year preceding the taxable year, if the taxpayer was in existence during
the entire year. A corporation in existence less than a full year will average
the shares outstanding from the date of its incorporation to June 30th following.
The prices reported will be the mean of the highest and the lowest bid price
during each month from which the average for the year will be obtained.
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No deduction is allowed corporations organized in the United States for
capital invested outside of the United States. If the corporation is doing
business it is taxed on its entire capital stock, even though most of it may
not be employed in the business.

Regulations 64 (1924), Article 15: Fair average value of capital stock
Articles ... 15 of regulations 64 (1924 edition) are hereby amended so as
to read as follows:
Art. 15. Fair average value of capital stock.—The fair average value of
the capital stock for the purpose of determining the amount of the capital
stock tax must not be confused with the market value of the shares of stock
where it may be necessary to determine such value under other provisions of
the revenue laws. The fair average value of the capital stock, the statutory
measure of the tax, is not necessarily the book value or the value based on
prices realized in current sales of shares of stock or the value determined
by capitalization of earnings.
Form 707 provides exhibit A for the book or fair value of the assets,
exhibit B for the market value of the shares, and exhibit C for the value of
the capital stock based on the capitalized earnings. All information called
for must be given in every case where it is procurable. The fair average
value of the capital stock of a corporation and the tax payable thereon shall
be determined from a consideration of the data contained in the return as well
as all elements and factors affecting values, which should be harmonized so
far as possible in the ultimate fair value found. Fair value is required ir
respective of the exhibit used or the method employed in its determination.
It is relevant, however, to consider the entire potentiality of the corporation
to profit by the exercise of its corporate franchise.
Exhibit A.—The character of the assets is probably the most important
factor in determining the reliability of the value reflected by this exhibit as
being indicative of the fair value of the capital stock. If the market value
of the assets be established, the fair value of the capital stock is held to be
not materially less than the fair market value of the net assets.
Exhibit B.—The market is regarded as a factor, but only of importance when
the underlying factors upon which the market has been established are sound
in all essential particulars. The capital stock of a corporation, its net assets,
and its shares of stock are entirely different things. The value of one bears
no fixed or necessary relation to the value of the other.
Exhibit C.—The weight attaching to this exhibit is largely dependent upon
the nature of the business and character of the assets. It is essential to deter
mine as accurately as possible the normal earning capacity of the corporation
for the year preceding the taxable period. If the average adjusted income for
the preceding five-year period fails to reflect the present normal income of the
corporation, such average income will be discarded in favor of a normal
income.
In capitalizing the net earnings of the corporation, which should reflect the
true earning capacity, the officers should use a rate fairly representing the
conditions obtaining in the trade and in the locality, with due regard to other
important factors, including the worth of money. But such fair value must
not be greatly at variance with the reconstructed book value shown by exhibit
A, unless the corporation is materially affected by extraordinary conditions
which support a lower valuation. In any such case a full explanation must
accompany the return. The commissioner will estimate the fair value of the
capital stock in cases regarded as involving any understatement or under
valuation.
The fair value of the capital stock, as provided under section 700 (a) (1) of
the revenue act of 1924, and invested capital are not necessarily the same.
For the purpose of capital-stock tax the fair value of the capital stock is
estimated, and is predicated on present values, including actual appreciation of
property, whether realized or unrealized, and such intangible assets as good
will, trade-marks, and patents to the extent reflected by the earning power,
whereas invested capital is based upon the actual investment of the stock
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holders in the corporation, irrespective of the present value of its assets.
In the case of the capital-stock tax the fair value looks to the present net
value of the assets, irrespective of the amount of the investment of the stock
holders.
(T. D. 3772, November 14, 1925)
Article 368: Use of substitute certificates

Withholding and information at the source.—Articles 368 and
374 revoked; articles 371, 1073, and 1079 amended.

The provisions of regulations 65 pertaining to withholding and information
at the source are hereby amended by the following revocations and modi
fications:
Article 368 of regulations 65 is hereby revoked. The use of substitute
certificates is discontinued.
Article 371: Return of tax withheld
Article 371 of regulations 65 is modified to read as follows:
Art. 371. Return of tax withheld.—(a) Every withholding agent shall make
an annual return of the tax withheld from interest on corporate bonds or other
obligations on or before March 15th on form 1013. This return need not be
executed in duplicate and should be filed with the collector for the district in
which the withholding agent is located. The withholding agent shall also make
a monthly return on form 1012 on or before the 20th day of the month follow
ing that for which the return is made. The ownership certificates, forms 1000
and 1001, must be forwarded to the commissioner with the monthly return,
which need not be executed in duplicate. Form 1001, however, need not be
listed on the return. (b) Every person required to deduct and withhold any
tax from income other than such bond interest sha.ll make an annual return
thereof to the collector on or before March 15th, on form 1042, showing the
amount of tax required to be withheld for each nonresident alien (individual
or fiduciary), partnership not engaged in trade or business in the United
States, and not having an office or place of business therein, composed in whole
or in part of nonresident aliens, or foreign corporation not engaged in trade
or business within the United States and not having any office or place of
business therein, to whom income other than bond interest was paid during
the previous taxable year. Form 1042 (no duplicate necessary) should be
filed with the collector for the district in which the withholding agent is
located. In every case of both classes the tax withheld must be paid on or
before June 15th of each year to the collector. For penalties attaching upon
failure to make such returns or such payment see sections 276 and 1017 of
the statute, section 3176 of the Revised Statutes as amended, and articles
1261 and 1361.

Article 374: Use of information return where no actual withholding
Article 374 of regulations 65 is hereby revoked. The filing of forms 1096A
and 1096B is no longer required. Ownership certificates, form 1001, should
accompany form 1012 but need not be listed.
Article 1073: Cases where no return of information is required
Articles 1073 ... of regulations 65 are amended to read as follows:
Art. 1073. Cases where no return of information required.—Payments of
the following character, although over $1,000, need not be reported in returns
of information on form 1099: (a) Payments of interest on obligations of the
United States; (b) payments by a broker to his customers; (c) payments of
any type made to corporations; (d) bills paid for merchandise, telegrams,
telephone, freight, storage, professional services, and similar charges; (e)
payments of rent made to real estate agents (but the agent must report pay
ments to the landlord if they amount to $1,000 or more annually); (/) pay
ments made by branches of business houses located in foreign countries to
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alien employees serving in foreign countries; (g) payments made by the
United States government to sailors and soldiers and to its civilian employees;
and (h) payments of salaries, rents, royalties, interest (except bond interest
required to be reported on ownership certificates), and other fixed or deter
minable income aggregating less than $2,500 when made to a married indi
vidual. If the marital status of the payee is unknown to the payor the payee
will be considered a single person for the purpose of filing a return of informa
tion on form 1099.
Article 1079: Return of information as to foreign items

Articles . . . 1079 of regulations 65 are amended to read as follows:
Art. 1079. Return of information as to foreign items.—(a) In the case of
collections of foreign items, the ownership certificates (form 1000 or 1001)
when required and duly filed shall constitute and be treated as returns of
information. Where such certificates are used, a monthly return shall be made
on form 1012 and an annual return on form 1013, as provided in article 371.
Forms 1012 and 1013, when so used, should be modified to show the name and
address of the paying agent, but the listing of form 1001 on form 1012 is
not required, (b) In the case of dividends on the stock of a nonresident
foreign corporation or interest on bonds of a nonresident foreign corporation
paid to citizens or residents of the United States, or resident partnerships,
except as provided in (a), a return of information on form 1099 shall be
required if the amount thereof is $1,000 or more in any taxable year, except
where the payee is married, in which case no return is required unless the
amount is $2,500 or more. Such forms accompanied by form 1096 should be
forwarded to the commissioner on or before March 15th of each year. See
article 1071.
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